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Learning Objectives

In this chapter, you will 

learn about:

> Harry Potter: The Magic of Licensing
One of the hottest properties in merchandise licensing is Harry Potter, valued at over
$1 billion. Not bad for a bespectacled 11-year-old boy. Potter has come a long way
since he first appeared in the 1997 children’s book by J. K. Rowling. Potter evolved
from an unhappy orphan to a confident trainee wizard. The stories appeal to both
children and adults. Kids love Potter because he is a fantastic combination of cool
kid and good kid. Adults like the classical theme of good versus evil. Licensing deals
have benefited immensely from the Warner Bros. production and release of major
Harry Potter movies.

Warner Bros. purchased exclusive licensing rights for Harry Potter. Warner
allows firms all over the world to use Potter images on their manufactured products—
such as game software, children’s furniture, and clothing—in exchange for a royalty.
The royalty is a flat percentage of the sale generated by the licensed product that the
manufacturer pays to the licensor. The ability to associate Potter with manufactured
products greatly increases the sale of licensed products, allowing them to command
high prices. Such deals have made Rowling one of the wealthiest women in England.

Warner licenses Harry Potter to a number of firms. Some firms produce artefacts—
products seen in the films that do not have Potter’s name on them. For example, Califor-
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nia’s Jelly Belly Candy Company creates Potter’s favorite candy, Bertie Bott’s Every
Flavour Beans, in flavors such as earwax, sardine, and vomit. LEGO is making con-
struction kits that allow kids to build their own Hogwarts castle, and Mattel is making
Harry Potter toys.

Electronic Arts, the largest independent software game producer, paid Warner
for a license to develop and market video games. The license covers games played
on the Internet, video game consoles such as Sony’s PlayStation 2, and cellular tele-
phones. Fans can play a virtual version of Quidditch, which is a bit like aerial polo
but with contestants flying on broomsticks. Mattel, Electronic Arts, and other licensees
pay a royalty to Warner for the right to use the Potter image to sell their merchandise.

Goodwin Weavers, a home furnishings company, also has a Harry Potter license.
The company produces Potter tapestry throws, wall hangings, decorative pillows, “pil-
low buddies,” and fleece. P. J. Kids made a line of Potter loft beds that sold extremely
well, despite a nearly $2,000 price tag. Such products command high prices through
the magic of licensing a very popular brand.

The licensing process is self-generating—each Harry Potter book sets the stage
for a film, which boosts book sales, which promotes sales of Potter-licensed products.
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The Nature of Contractual Entry Strategies
in International Business

In this chapter, we address various types of cross-border contractual relationships,
including licensing and franchising. Contractual entry strategies in international
business refer to cross-border exchanges where the relationship between the focal
firm and its foreign partner is governed by an explicit contract. Intellectual prop-
erty refers to ideas or works created by firms or individuals, such as patents,
trademarks, and copyrights. It incorporates such knowledge-based assets of the
firm or individuals as industrial designs, trade secrets, inventions, works of art,
literature, and other “creations of the mind.”1

Two common types of contractual entry strategies are licensing and franchising.
Licensing is an arrangement in which the owner of intellectual property grants
another firm the right to use that property for a specified period of time in
exchange for royalties or other compensation. Franchising is an arrangement in
which the firm allows another the right to use an entire business system in
exchange for fees, royalties, or other forms of compensation.

Contractual relationships are fairly prevalent in international business.
Manufacturers as well as service firms routinely transfer their knowledge
assets to foreign partners. For example, pharmaceutical manufacturers engage
in cross-licensing practices where they exchange scientific knowledge about
producing specific products, as well as the rights to distribute these products
in certain geographic regions. Professional service firms such as those in archi-
tecture, engineering, advertising, and consulting extend their international
reach through contracts with foreign partners. Similarly, service firms in retail-
ing, fast food, car rentals, television programming, and animation rely on
licensing and franchising agreements. As an example, 7-Eleven runs the
world’s largest chain of convenience stores, with about 26,000 stores in 18
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Globally, the first four Potter books sold over
200 million copies in 55 languages. The first
two Potter movies grossed over $1.8 billion at
the box office. Meanwhile, Rowling and Warner
have exercised restraint. They don’t want to
license Potter to just anyone. Experts estimate
that the hot property could have generated 200
to 300 product licenses in the United States
alone. Warner wants to make sure that overex-
posure doesn’t kill the golden goose.

One of the risks that licensors such as
Warner face is intellectual property violations.
These occur when a firm or individual uses the
licensed item to generate profits without permis-
sion of the property’s owner. For instance, over
80 percent of recorded music and business soft-
ware in China is counterfeit. Pirated DVD ver-
sions of Potter movies are sold on the streets of
Chinese cities for as little as one dollar, often
before the film’s official premiere in China.
Unauthorized translations of one of the Potter
books have been posted on the Internet. Such

postings affect future sales because people may
not bother to buy the book if an online version is
available. Chinese bookstores recently released
a boxed set of Harry Potter novels, but even
before release, kiosks around China were sell-
ing unauthorized versions of the books. To com-
bat counterfeiting, the official Chinese publisher
printed the Potter books on special light green
paper and advised the local media—newspa-
pers, magazines, television—how to recognize
the real version. Licensees hope that Harry Pot-
ter will generate the same magic in China that
he has in the rest of the world.<
Sources: Derrick, Stuart. (2005). “Brands Cash In on Literary Scene,”
Promotions & Incentives, July/August, pp. 13–14; DSN Retailing
Today. (2000). “Harry Potter: Is Warner Bros. Brewing Licensing
Magic,” August 21, pp. A8; Economist.com / Global Agenda. (2003).
“Harry Potter and the Publishing Goldmine,” June 23, p. 1; Forney,
Matt. (2000). “Harry Potter, Meet ‘Ha-li Bo-te’—Children’s Books Hit
China, But Price and Piracy Could Put Crimp in Sales,” Wall Street
Journal, Sept 21, p. B1; Jardine, Alexandra. (2001). “Marketing
Magic,” Marketing, November 15, p. 20; O’Mara, Sheila. (2002).
“Harry—Licensing’s Golden Child,” Home Textiles Today,
January/February, p. 10; Wall Street Journal. (2000). “Electronic Arts
Gets Rights to Develop Harry Potter Games,” August 11, p. A4

Contractual entry
strategies in international
business Cross-border
exchanges where the relationship
between the focal firm and its
foreign partner is governed by an
explicit contract.

Intellectual property Ideas or
works created by firms or
individuals such as patents,
trademarks, and copyrights.

Licensing Arrangement in
which the owner of intellectual
property grants another firm the
right to use that property for a
specified period of time in
exchange for royalties or other
compensation.

Franchising Arrangement in
which the firm allows another the
right to use an entire business
system in exchange for fees,
royalties, or other forms of
compensation.
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The Nature of Contractual Entry Strategies in International Business 453

countries. While the parent firm in Japan owns most of the stores, several
thousand in Canada, Mexico, and the United States are operated through
franchising arrangements.

Unique Aspects of Contractual Relationships
Cross-border contractual relationships share six common characteristics. They are:

• Governed by a contract that provides the focal firm a moderate level of control
over the foreign partner. A formal agreement specifies the rights and obliga-
tions for both partners. Control refers to the ability of the focal firm to
influence the decisions, operations, and strategic resources of a foreign
venture and ensure that foreign partners undertake assigned activities
and procedures. The focal firm also maintains ownership and jurisdiction
over its intellectual property. However, as Exhibit 14.1 on page 420 relies
on shows, contractual agreements do not afford the same level of control
as foreign direct investment, since the focal firm relies on independent
businesses abroad.

• Typically involve exchange of intangibles (intellectual property) and services.
Examples of intangibles that firms exchange include technical assistance
and know-how. (See Exhibit 3.5 on page 70 for a complete list). Along
with intangibles, however, firms may also exchange products or equip-
ment to support the foreign partner.

• Can be pursued independently or in conjunction with other foreign market entry
strategies. Firms can engage in contractual agreements as an alternative
way of responding to international opportunities. In other cases, contrac-
tual relationships may accompany and support FDI and exporting.2 Their
use is context specific; that is, a focal firm may pursue a contractual rela-
tionship with certain customers, countries, or products, but not others.

• Provide for a dynamic, flexible choice. Over time the focal firm may switch to
another way of servicing foreign markets. For example, franchisors such
as McDonald’s or Coca-Cola often find it desirable to acquire some of
their franchisees and bottlers. In doing so, they would be switching from
a contractual to an ownership-based entry strategy.

• Often reduce local perceptions of the focal firm as a foreign enterprise. Since the
focal firm partners with a local firm, it may attract less of the criticism
often directed at foreign MNEs.

• Generate a predictable level of earnings from foreign operations. In comparison
to FDI, contractual relationships imply reduced volatility and risk.3

Types of Intellectual Property
A patent provides an inventor with the right to prevent others from using, sell-
ing, or importing an invention for a fixed period—typically, up to 20 years.4 It is
granted to any firm or individual that invents or discovers any new and useful
process, device, manufactured product, or any new and useful improvement on
these. A trademark is a distinctive design, symbol, logo, word, or series of words
placed on a product label. It identifies a product or service as coming from a
common source and having a certain level of quality. Well-known trademarks
include British Petroleum’s “BP” acronym, McDonald’s golden arches, and
Nike’s swoosh symbol. A copyright protects original works of authorship, giv-
ing the creator the exclusive right to reproduce the work, display and perform
it publicly, and to authorize others to perform these activities. Copyrights cover
works from music, art, literature, films, and computer software.
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An industrial design refers to the appearance or features of a product. The
design is intended to improve the aesthetics and usability of a product in order to
increase its production efficiency, performance, or marketability. The thin Apple
iPod with the company logo is a well-known industrial design. A trade secret is
confidential know-how or information that has commercial value.5 Trade secrets
include information such as production methods, business plans, and customer
lists. For example, the formula to produce Coca-Cola is a trade secret. A collective
mark is a logo belonging to an association or group whose members retain the
right to use the mark identifying the origin of a product or service. Typically, the
members use the marks to identify themselves and their products with a level of
quality or accuracy, geographical origin, or other characteristics established by the
organization. For example, DIN is the collective mark for the German Institute for
Standardization, typically found on home appliances in Europe.

Intellectual property rights (IPRs) refer to the legal claim through which the
proprietary assets of firms and individuals are protected from unauthorized use
by other parties. The availability and enforcement of these rights varies from
country to country. The fundamental rationale for IPRs is to provide inventors
with a monopoly advantage for a specified period of time, so that they can exploit
their inventions and create commercial advantage. Such legal rights enable inven-
tors not only to recoup investment costs, but also to acquire power and dominance
in markets by granting a period of years in which the inventor need not face direct
competition from competitors producing the same product. Without legal protec-
tion and the assurance of commercial rewards, most firms and individuals would
have little incentive to invent.

Licensing

A licensing agreement specifies the nature of the relationship between the licensor
(owner of intellectual property) and the licensee (the user). High-technology firms
routinely license their patents and know-how to foreign companies. For example,
Intel has licensed the right to a new process for manufacturing computer chips to
a chip manufacturer in Germany. As revealed in the opening vignette, Warner
licenses images from the Harry Potter books and movies to companies world-
wide. Disney licenses the right to use its cartoon characters in the production of
shirts and hats to clothing manufacturers in Hong Kong. Disney also licenses its
trademark names and logos to manufacturers of apparel, toys, and watches for
sale worldwide. Licensing allows Disney to create synergies with foreign partners
who adapt materials, colors, and other design elements to suit local tastes. Licens-
ing allows the licensee to produce and market a product similar to the one the
licensor may already produce in its home country. By gaining an association with
a famous name like Disney, the licensee can generate substantial sales.

Exhibit 15.1 illustrates the nature of the licensing agreement between the
licensor and the licensee.6 Upon signing a licensing contract, the licensee pays the
licensor a fixed amount up front and an ongoing royalty of typically 2 to 5 percent
on gross sales generated from using the licensed asset. The fixed amount covers
the licensor’s initial costs of transferring the licensed asset to the licensee, includ-
ing consultation, training in how to deploy the asset, engineering, or adaptation.
However, certain types of licensable assets, such as copyrights and trademarks,
have much lower transfer costs.

The licensing contract typically runs from 5 to 7 years and is renewable at the
option of the parties. While the licensor usually must provide technical informa-
tion and assistance to the licensee, once the relationship is established and the
licensee fully understands its role, the licensor has little or no additional role. The
licensor typically plays an advisory role, but has no direct involvement in the mar-
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Intellectual property rights
(IPRs) The legal claim through
which the proprietary assets of
firms and individuals are
protected from unauthorized use
by other parties.

Royalty A fee paid periodically
to compensate a licensor for the
temporary use of its intellectual
property; often based on a
percentage on gross sales
generated from using the licensed
asset.
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ket and provides no ongoing managerial guidance. Most firms enter into exclusive
agreements, implying that the licensee is not permitted to share the licensed asset
with any other company within a prescribed territory. In addition to operating in
its domestic market, the licensee may also be permitted to export to third countries.

If the licensor is an MNE, it may enter a licensing arrangement with its own
wholly or partly-owned foreign affiliate. In this case, licensing is an efficient way
to compensate the foreign affiliate and transfer intellectual property to it within a
formal legal framework. Typically, the firm uses this form of licensing when the
foreign affiliate is a separate legal entity, a common scenario in many countries.
Multinational firms often use licensing as an innovative way to compensate or
transfer intellectual property to their foreign subsidiaries or affiliates. Some firms
view licensing as a supplementary strategy to other entry strategies, such as
exporting or FDI.

In the fashion industry, firms with strong brands such as Bill Blass, Hugo
Boss, and Pierre Cardin generate substantial profits from licensing deals for jeans,
fragrances, and watches. Saks Inc., the first foreign luxury department store in
China, entered the country by licensing its Saks Fifth Avenue name for a flagship
department store in Shanghai. Saks generates revenue from the licensing agree-
ment and controls which merchandise is sold there, but has no other involvement.
Licensing brings greater awareness of Saks Fifth Avenue to Asia without requiring
Saks itself to operate the store, thereby reducing its risk.7

The national origin of popular brands might surprise you. In the food indus-
try, Peter Paul Mounds and Almond Joy are owned by the British food firm Cad-
bury Schweppes and produced in the United States through a licensing agreement
with Hershey Foods. Planters, Sunkist, and Budweiser brands are owned by U.S.
companies and sold in Britain, Japan, and Singapore through licensing agree-
ments with local companies. Coca-Cola has a licensing agreement to distribute
Evian bottled water in the United States on behalf of the brand’s owner, French
company Danone. Indeed, a review of annual reports from 120 of the largest
multinational food companies revealed that at least half are involved in some
form of international product licensing.8

There are two major types of licensing agreements: (1) trademark and copy-
right licensing, and (2) know-how licensing. Let’s review each in detail.

Licensing 455

Local
Sales

Exports

1. Intellectual property
    (patent, trademark, design,
    copyright, or know-how)

2. Supporting products
    (parts, components, raw
    materials, etc.)

Licensor provides a
combination of: 

1. Lump-sum payment
2. Down-payment plus royalty
3. Products
4. Know-how
5. Cross-licensing

Licensee compensates the
licensor through a combination of:

Licensor Licensee

Exhibit 15.1
Licensing as a Foreign Market
Entry Strategy
SOURCE: Adapted from Welch and Welch (1996)
and personal correspondence with Lawrence Welch.
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Trademark and Copyright Licensing
Trademark licensing involves a firm granting another firm
permission to use its proprietary names, characters, or
logos for a specified period of time in exchange for a roy-
alty. Trademarks appear on such merchandise as clothing,
games, food, beverages, gifts, novelties, toys, and home
furnishings. Organizations and individuals with name
brand appeal benefit from trademark licensing, such as
Coca Cola, Harley-Davidson, Laura Ashley, Disney,
Michael Jordan, and even your favorite university! Play-
boy Enterprises successfully licensed its logo and other
marketing assets to clothing manufacturers in other coun-
tries. As revealed in the opening vignette, a famous trade-
mark like Harry Potter generates millions of dollars to the
owner, with little effort. U.S. companies derive trademark-
licensing revenues well in excess of $100 billion annually.

In the United States and a number of other coun-
tries, firms acquire rights to trademarks through first
use and continuous usage. In other countries, however,
rights to trademarks are acquired through registration
with government authorities, and many countries
require local use of the registered mark to maintain the
registration. When a firm registers its trademark, it for-
mally notifies government authorities that it owns the
trademark and is entitled to intellectual property protec-
tion. The convention of gaining ownership to a trade-
mark simply through registration has caused concerns
for many firms. For example, when it wanted to enter
South Africa in 1993, McDonald’s was frustrated to learn
that a local businessperson had already applied to regis-

ter the McDonald’s trademark for his own use and to have the company’s
rights to the trademark withdrawn.9 When McDonald‘s protested in court to
establish its ownership, the South African Supreme Court actually ruled in
favor of the local entrepreneur.

Winnie the Pooh is one of trademark licensing’s biggest success stories. Devel-
oped as a children’s literary character in 1926, Pooh evolved into a multi-billion
dollar licensing property. Acquired by Disney in 1961, Pooh is the second-highest
earning fictional character of all time, behind only Mickey Mouse. The Pooh
image is licensed to many manufacturers for inclusion on a range of products,
from baby merchandise to textiles to gardening products. There are roughly 1,000
Pooh licensees in Europe alone.10

In many countries, a copyright gives the owner the exclusive right to repro-
duce the work, prepare derivative works, distribute copies, or perform or display
the work publicly. Original works include art, music, and literature, as well as
computer software. The term of protection varies by country, but the creator’s life
plus 50 years is typical. However, because many countries offer little or no copy-
right protection, it is wise to investigate local copyright laws before publishing a
work abroad.11

Know-How Licensing
Gaining access to technology is an important rationale for licensing. A know-how
agreement is a contract in which the focal firm provides technological or manage-
ment knowledge about how to design, manufacture, or deliver a product or a ser-
vice. The licensor makes its patents, trade secrets, or other know-how available to

Disney licenses its trademark
characters to apparel and con-
sumer products manufacturers
worldwide, generating substantial
licensing revenue. These girls in
Tokyo, Japan are dressed like
Disney princess characters Cin-
derella and Snow White and Min-
nie Mouse.

Know-how agreement
Contract in which the focal firm
provides technological or
management knowledge about
how to design, manufacture, or
deliver a product or a service.
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a licensee in exchange for a royalty. The royalty may be a lump sum, a running roy-
alty based on the volume of products produced from the know-how, or a combi-
nation of both.

In some industries, such as pharmaceuticals, chemicals, and semiconductors,
technology is acquired in reciprocal licensing arrangements between firms from
the same or similar industries. This is known as cross-licensing. In industries where
the rate of technological advances is rapid and where innovations often build on
each other, technology licensing from competitors provides key advantages. It
reduces the cost of innovation by avoiding duplication of research, while reducing
the risk of excluding any one firm from access to new developments.

For example, AT&T once held most of the key patents in the semiconductor indus-
try. As more firms entered the industry and the pace of R & D quickened, AT&T was at
risk of being surpassed by competitors. In Europe, Japan, and the United States, thou-
sands of semiconductor patents were eventually awarded. In such a complex network
of patents, it would have been nearly impossible for any one firm to operate in the
industry without licenses from competitors. Thus, AT&T, Intel, Siemens, and numer-
ous other competitors began licensing their patents to each other. The collective licens-
ing activities of these firms greatly accelerated innovation in semiconductors.

A similar observation can be made of the pharmaceutical industry. Because the
R & D to develop a new drug can reach hundreds of millions of dollars, and new
drugs require time-consuming government approval processes, pharmaceutical
firms want to launch their discoveries as quickly as possible. To reduce cost and
increase the speed of new drug development, pharmaceutical firms license inven-
tions to each other.12 In other industries, firms may license technology and know-
how from competitors to compensate for insufficient knowledge, fill gaps in their
product line-ups, or enter new businesses. It is often more efficient to acquire tech-
nology from other firms through licensing than to invest potentially huge sums in
R & D. Typically, there is an understanding that the firm that acquires technology
in this way will, in turn, license some of its own technology to others.

Who Are the Top Licensing Firms?
Exhibit 15.2 lists the world’s top licensing firms by annual revenues. All but one
(Sanrio) are based in the United States. Among them, the greatest amount of
licensing occurs in the apparel, games, and toy industries. Licensing sales have
benefited immensely from the emergence of large-scale retailers, such as Wal-Mart
and Carrefour, and Internet-based selling.

Advantages and Disadvantages of
Licensing

Exhibit 15.3 summarizes the advantages and disadvantages of licensing from the
perspective of the licensor. Let’s highlight some of the key points.

Advantages of Licensing
As an entry strategy, licensing requires neither substantial capital investment nor
involvement of the licensor in the foreign market. Licensing allows the firm to
gain market presence without FDI. For this reason, it is a preferred strategy of
small and medium-sized enterprises (SMEs), which may lack the resources to
internationalize through more costly entry strategies. Licensing also allows the
firm to exploit the fruits of research and development that it has already con-
ducted. Once the licensing relationship is established, the licensor needs to invest
little additional effort while it receives a stream of royalty income. Thus, unlike
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Annual Licensing 
Revenues 

Rank Firm Name (U.S.$ billions) Typical Deals

other foreign entry strategies, the licensor bears no cost of establishing a physical
presence in the market or maintaining inventory there. Meanwhile, the licensee
benefits by gaining access to a key technology at a much lower cost than if it had
developed the technology on its own.13

Licensing makes entry possible in countries that restrict foreign ownership in
specific industries, such as defense and energy, that may be considered critical for
national security. Licensing enables firms to enter smaller markets or those that
are difficult to enter because of trade barriers, such as tariffs and bureaucratic
requirements. For example, drug manufacturer Roche entered a licensing agree-
ment with Chugai Pharmaceuticals in Japan in order to expand its presence in the
Japanese patented medication market. Success in Japan requires substantial mar-
ket know-how and a deep knowledge of the local drug approval process. The rela-
tionship accelerated Roche’s penetration of the huge Japanese market.14

Licensing can also be used as a low-cost strategy to test the viability of foreign
markets. By establishing a relationship with a local licensee, the foreign firm can
learn about the target market and devise the best future strategy for establishing a
more substantive presence there. A firm may use licensing as a strategy to pre-
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Exhibit 15.2
Leading Licensors Ranked by
Licensing Revenues
SOURCE: Wilensky, Dawn, (2006). “101 Leading
Licensors,” License, April, pp.22–37, accessed at
www.licensemag.com

1 Disney Consumer Products $21.0 Toy and apparel licensing for Disney movies
such as The Little Mermaid and The Lion King,
and characters such as Winnie the Pooh and
Mickey Mouse

6 Sanrio (Japan) 4.2 Toys and apparel tied to the Hello Kitty character

7 The Cherokee Group 4.1 Apparel and shoes tied to Cherokee and 
Sideout brands 

8 National Football League 3.5 American football-related apparel and
equipment

9 General Motors 3.0 Toys and apparel based on popular car models

5 Major League Baseball 4.7 Baseball-related video games, apparel, toys

4 Marvel Entertainment 5.0 Toy, game, and apparel licensing for Ghost Rider,
Fantastic Four, Captain America, and X-Men

10 Lucasfilm Ltd. 3.0 Toys, games, and apparel based on the Star
Wars and Indiana Jones movies

3 Nickelodeon & Viacom 
Consumer Products

5.2 Toy and apparel licensing for TV programs
such as SpongeBob SquarePants; video game
licensing from The Godfather movie

2 Warner Bros. Consumer Products 6.0 Toy and apparel licensing from movies such as
Superman Returns, Scooby-Doo, and Harry Potter
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empt the entry of competitors in a target market. That is, by establishing a licens-
ing presence in a market, the firm develops its brand name and familiarity there,
hindering competitors who enter the market later.

Disadvantages of Licensing
Because royalties are based on the licensee’s sales volume, the licensor depends on
the licensee’s sales and marketing prowess for its profits. A poor partner may be
unable to generate substantial sales. As a moderate-control entry strategy, the
licensor is limited in its ability to control the manner in which its asset is used. If
the licensee uses the asset carelessly, such as by producing a substandard product,
the licensor’s reputation can be harmed. For this reason, experienced firms usu-
ally require foreign licensees to meet minimum quality standards. For example,
U.S.-based Anheiser-Busch Brewing Company markets Budweiser beer in Japan
through a licensing arrangement with Kirin, a strong local brewer. One of the most
reputable brewers in Japan, Kirin produces Bud and other beers according to
Anheiser-Busch’s strict standards.

If the licensee is very successful, the licensor may wish it had entered the mar-
ket through a more lucrative entry strategy. This was the case that Disney faced
when it developed Disneyland Tokyo through a licensing arrangement with a
Japanese partner. When the theme park proved much more successful than origi-
nally thought, Disney management wished it had developed Disneyland Tokyo
itself. In Mexico, Televisa experienced the same problem. The largest producer of
Spanish-language TV programming, Televisa opted for a licensing arrangement
with California-based Univision to enter the U.S. market, where over 35 million
people speak Spanish as their primary language. For its part, the Mexican com-
pany receives only 9 percent of Univision’s advertising revenue. Licensing profits
tend to be substantially lower than those possible from exporting or FDI entry.
Moreover, licensing does not guarantee a basis for future expansion. The licen-
sor’s options for internationalizing by other means are usually restricted in the
licensing agreement.

Advantages Disadvantages

• Does not require capital invest-
ment or presence of the licensor in
the foreign market

• Ability to generate royalty income
from existing intellectual property

• Appropriate for entering markets
that pose substantial country risk

• Useful when trade barriers reduce
the viability of exporting or when
governments restrict ownership
of local operations by foreign
firms

• Useful for testing a foreign market
prior to entry via FDI

• Useful as a strategy to preemp-
tively enter a market before rivals

• Revenues are usually more mod-
est than with other entry strategies

• Difficult to maintain control over
how the licensed asset is used

• Risk of losing control of important
intellectual property, or dissipat-
ing it to competitors

• The licensee may infringe the licen-
sor’s intellectual property and
become a competitor

• Does not guarantee a basis for
future expansion in the market

• Not ideal for products, services, or
knowledge that are highly complex

• Dispute resolution is complex and
may not produce satisfactory results

Exhibit 15.3
Advantages and Disadvantages of
Licensing to the Licensor
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A focal firm should ensure that its valued
intellectual assets do not fall into the hands of
individuals or companies that are likely to
become competitors. Licensing is more viable in
industries in which technological changes are
frequent and affect many products. Rapid tech-
nological change means that the licensed tech-
nology becomes obsolete before the licensing
contract expires. Otherwise, in cases where loss
of the licensor’s technical knowledge or other
know-how to a potential competitor is the major
concern, it is often best for a firm to avoid licens-
ing as an entry strategy.

Because licensing requires sharing intellec-
tual property with other firms, the risk of creat-
ing the future competitor is substantial.15 The
rival may go on to exploit the licensor’s intellec-
tual property for entering third countries or cre-
ating products that differ somewhat from those
prescribed in the licensing contract. Licensees
can leverage the licensed know-how to become
strong competitors and, eventually, industry
leaders. This scenario has played out in the auto,
computer chip, and consumer electronics indus-
tries in Asia as Western firms have transferred
process technologies to firms in China, Japan,
and South Korea.

For instance, Japan’s Sony originally licensed
the technology associated with the transistor
from inventor Bell Laboratories in the United
States. Bell had advised Sony to use the transis-

tors to make hearing aids. But instead, Sony used the technology to create small,
battery-powered transistor radios. Based on this advantage, Sony and other
Japanese companies soon became the global leaders in transistor radios. Bell
squandered a huge opportunity. Sony subsequently became the first Japanese
company listed on the New York Stock Exchange and one of the world’s biggest
consumer electronics firms.16

In another example, the U.S. toymaker Mattel licensed rights to distribute the
Barbie doll to the Brazilian toymaker Estrela. Once the agreement expired, Estrela
developed its own Barbie look-alike doll—”Susi”—which eclipsed Brazilian sales
of Barbie dolls. Estrela then launched the Susi doll in Argentina, Chile, Paraguay,
and Uruguay to great success. In Japan, Mattel entered a licensing agreement with
local toymaker Takara, which adapted the doll to suit the tastes of Japanese girls.
When the agreement expired, Takara continued to sell the doll under a different
name, ”Jenny,” becoming a competitor to Mattel in the world’s second biggest toy
market.17

Franchising

Franchising is an advanced form of licensing in which the focal firm (the
franchisor) allows an entrepreneur (the franchisee) the right to use an entire busi-
ness system in exchange for compensation. As with licensing, an explicit contract
defines the terms of the relationship. McDonald’s, Subway, Hertz, and FedEx are
well-established international franchisors. Others that use franchising to expand
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Can you tell the difference
between these two dolls? Licen-
sors run the risk of creating com-
petitors, as Mattel discovered
when it granted a license to a
Brazilian firm to market Barbie
doll. The latter firm went on to
create a competitor to Barbie, 
the Susi doll (on the left).
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abroad include Benetton, Body Shop, Yves Rocher, and Marks & Spencer. As these
examples suggest, franchising is very common in international retailing. Never-
theless, some retailers, such as IKEA and Starbucks, have a strong preference for
expanding abroad through company-owned outlets. In such a case, these compa-
nies are opting for greater control over foreign operations forgoing the possibility
of more rapid expansion abroad.

Although there are various types of franchising, the most typical arrangement
is business format franchising (sometimes called system franchising).18 Exhibit 15.4
shows the nature of the franchising agreement. In this arrangement, the franchisor
transfers to the franchisee a total business method, including production and mar-
keting methods, sales systems, procedures, and management know-how, as well
as the use of its name and usage rights for products, patents, and trademarks.19

The franchisor also provides the franchisee with training, ongoing support, incen-
tive programs, and the right to participate in cooperative marketing programs. In
return, the franchisee pays some type of compensation to the franchisor, usually a
royalty representing a percentage of the franchisee’s revenues. The franchisee may
be required to purchase certain equipment and supplies from the franchisor to
ensure standardized products and consistent quality. For instance, Burger King
and Subway require franchisees to buy food preparation equipment from speci-
fied suppliers. Some franchisors, such as McDonald’s, also lease property (espe-
cially land) to franchisees.

While licensing relationships are often short-lived, the parties to franchising
normally establish an ongoing relationship that may last many years. Accordingly,
compared to licensing, franchising is usually a much more stable, long-term entry
strategy. In addition, franchisors often combine franchising with other entry
strategies. For instance, about 70 percent of the more than 2,000 Body Shop stores
worldwide are operated by franchisees, while the rest are owned by Body Shop
headquarters. Large retailers such as IKEA and Carrefour often employ both fran-
chising and FDI when expanding abroad.

Franchising is more comprehensive than licensing because the franchisor
prescribes virtually all of the business activities of the franchisee. The fran-
chisor tightly controls the business system to ensure consistent standards.
International franchisors employ globally recognized trademarks and attempt
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1. Trademark-protected
    business concept; plus

2. Everything needed for its
    implementation (patents,
    know-how, training,
    services, products)

Franchisor provides:

1. Lump-sum payment
2. Down-payment plus royalty
3. Other mark-ups and contributions
    (e.g., finance charges, sale of
    related products)

Franchisee compensates the
franchisor through a combination of:

Franchisor Franchisee

Exhibit 15.4
Franchising as a Foreign Market
Entry Strategy
SOURCE: Adapted from Welch (1992) and 
personal correspondence with Lawrence Welch.
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to guarantee the customer a uniform and consistent retail experience and
product quality. Completely standardized business activities, however, are dif-
ficult to replicate across diverse markets. Differences in areas such as key
ingredients, worker qualifications, and physical space may necessitate
changes to the franchise formula. For example, space restrictions in Japan
forced KFC to reconfigure its cooking equipment from a wide horizontal
design, common in the United States, to a narrower, more vertical design that
saves space. In addition, Japanese KFCs tend to be multistoried restaurants, in
order to save on the high cost of land. The challenge is to strike the right bal-
ance, adapting the format to respond to local markets without affecting the
overall image and service of the franchise.20

McDonald’s is perhaps the leading example of business format franchising. Its
worldwide franchisee network is remarkably successful. The opening of the first
Russian McDonald’s outlet in Moscow in January 1990 had political implications
as well, coming soon after the collapse of the communist regime in the former
Soviet Union. The store seated 700 inside, had 27 cash registers, and was enor-
mously popular. About 80 percent of McDonald’s 30,000-plus restaurants world-
wide are owned and run by franchisees. These restaurants serve over 50 million
customers daily and employ 1.5 million people.

Some focal firms may choose to work with a single, coordinating franchisee in
a particular country or region. In this master franchise arrangement, an indepen-
dent company is licensed to establish, develop, and manage the entire franchising
network in its market. The master franchisee has the right to subfranchise to other
independent businesses and thus assume the role of the local franchisor. McDon-
ald’s is organized this way in Japan. From the focal firm’s perspective, the arrange-
ment is the least capital- and time-intensive. However, the trade-off is that, by del-
egating the responsibilities of identifying and working with its franchisees directly,
the focal firm gives up considerable control over its foreign market operations.

Franchisees prefer the arrangement because it provides an exclusive, large,
predefined territory (often an entire country) and substantial economies of scale
from operating numerous sales outlets simultaneously. It gains access to a proven
retailing and marketing concept, and partnership with a corporate headquarters
and master franchisees in other territories, which typically provide support, know-
how, and the latest innovations in the field. Master franchising accounts for as
much as 80 percent of international franchising deals. Sbarro, Inc., the Italian pizza
chain, operates via master franchises in Belgium, Britain, Canada, Guatemala,
Kuwait, and the Philippines.21

Who Are the Top Franchisors?

Franchising is a global phenomenon and accounts for a large proportion of inter-
national trade in services. Many product and service categories lend themselves
to international franchising. These include fast food outlets, health and fitness,
professional business services, and home improvement products and services
and various types of retailers.22 (See Exhibit 3.6 on page 72 for a list of the world’s
top franchisors).

The United States is home to the largest number of franchisors and domi-
nates international franchising. U.S. franchisors and their franchisees account
for roughly $1 trillion in annual U.S. retail sales—an astonishing 40 percent of
total U.S. retail sales. Approximately 1 in every 12 retail establishments in the
United States is a franchised business.23 Other countries are also active in fran-
chising. For instance, annual franchised sales of fast foods in England are said
to account for 30 percent of all foods eaten outside the home. The internation-
alization of franchising systems is a major trend that became popular begin-
ning in the 1970s.
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Master franchise
Arrangement in which an
independent company is licensed
to establish, develop, and
manage the entire franchising
network in its market and has the
right to subfranchise to other
franchisees, thus assuming the
role of local franchisor.
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Information and communications technologies have accelerated the pace
of international franchising. The ability to exchange information instanta-
neously through the Internet enhances the franchisor’s ability to control inter-
national operations. Some franchisees use electronic point-of-sale equipment
that links their sales and inventory data to the franchisor’s central warehouse
and distribution network. Information technology also allows the franchisor to
serve customers or franchisees with central accounting and other business
process functions.

Advantages and Disadvantages 
of Franchising

The relationship between the franchisor and franchisee is characterized by
complementary functions. While franchisors provide vital assets, franchisees
perform functions in foreign markets, such as marketing and distribution,
which the franchisor usually cannot perform. The franchisor possesses
economies of scale, a wealth of intellectual property, and know-how about its
own industry, while the franchisee has entrepreneurial drive and substantial
knowledge about the local market and how to run a business there. Franchis-
ing combines centralized control over foreign operations and a standardized
business approach with the skills of local entrepreneurs who have enough
flexibility to deal with local market conditions. In other words, franchising
provides an effective blending of skill centralization and operational decen-
tralization.

When economic and cultural conditions in the target market vary greatly from
those of the franchisor’s home market, the franchisor relies much more on the
franchisee’s expertise in the market. A large pool of well-chosen franchisees can
greatly enhance the speed and quality of the franchisor’s performance abroad.24

For example, KFC internationalized quickly and performed well worldwide by
developing franchisees in 90 countries.

The Franchisor Perspective
Exhibit 15.5 highlights the advantages and disadvantages of franchising to the
franchisor. Firms prefer franchising when they lack the capital or international
experience to get established abroad through FDI, or when offering the product
abroad through independent distributors or traditional licensing is ineffective as
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Advantages Disadvantages
Exhibit 15.5
Advantages and Disadvantages of
Franchising to the Franchisor• Entry into numerous foreign mar-

kets can be accomplished quickly
and cost effectively

• No need to invest substantial 
capital

• Established brand name encour-
ages early and ongoing sales poten-
tial abroad

• The firm can leverage franchisees’
knowledge to efficiently navigate
and develop local markets

• Maintaining control over franchisee
may be difficult

• Conflicts with franchisee are likely,
including legal disputes

• Preserving franchisor’s image in the
foreign market may be challenging

• Requires monitoring and evaluat-
ing performance of franchisees,
and providing ongoing assistance 

• Franchisees may take advantage of
acquired knowledge and become
competitors in the future
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an internationalization strategy. Foreign markets often provide greater profitabil-
ity than the home market. For example, the Beijing KFC store has generated more
sales than any other KFC outlet worldwide due, in part, to the novelty of the offer-
ing, absence of direct competition, and huge pedestrian traffic. Governments in
host countries often encourage franchising by foreigner entrants because most of
the profits and investment remain in the local economy.

For the franchisor, franchising is a low-risk, low-cost entry strategy. It offers
the ability to develop new and distant international markets relatively quickly
and on a larger scale than possible for most nonfranchise firms. The franchisor can
generate additional profit with only small, incremental investments in capital,
personnel, production, and distribution.

However, the major disadvantages to the franchisor include the need to
maintain control over potentially thousands of outlets worldwide. When deal-
ing in numerous, complex international markets, the risk of creating competi-
tors is substantial. The franchisor must disclose business secrets and detailed
knowledge. When the franchising agreement is terminated, some franchisees
leverage their newly acquired knowledge to remain in business, often by
slightly altering the franchisor’s brand name or trademark. There is also the
risk that existing franchisees will jeopardize the franchisor ’s image by not
upholding its standards. For instance, Dunkin’ Donuts experienced problems
in Russia when it discovered that some franchisees were selling vodka along
with donuts.

A major challenge for franchisors is to become familiar with foreign laws and
regulations. As an example, the European Union has strict laws that favor the
franchisee, which sometimes hamper the franchisor’s ability to maintain control
over franchisee operations. Laws and foreign exchange circumstances affect the
payment of royalties.

Franchising emphasizes standardized products and marketing. But this
does not imply 100 percent uniformity. Local franchisees exercise some lati-
tude in tailoring offerings to local needs and tastes. For example, McDonald’s
offers a McPork sandwich in Spain, a spicy chicken burger in China, teriyaki
burgers in Japan, and wine in France. In its Beijing outlets, KFC offers shred-
ded carrots, fungus, and bamboo shoots instead of the coleslaw that it sells in
Western countries. Also in China, Starbucks offers a Green Tea Cream Frap-
puccino, TCBY sells sesame-flavored frozen yogurt, and Mrs. Fields markets
mango muffins.25

The Franchisee Perspective
Exhibit 15.6 highlights the advantages and disadvantages of franchising to the
franchisee. From the perspective of the franchisee, franchising is especially benefi-
cial to the SME. Most small firms lack substantial resources or strong managerial
skills. The big advantage of franchising to the franchisee is the ability to launch a
business using a tested business model. In essence, franchising amounts to
cloning best practices. It greatly increases the small firm’s chances for success by
duplicating a tried-and-true business format.26

Other Contractual Entry Strategies

In addition to licensing and franchising, there are several other types of con-
tractual agreements in international business. These international agreements
involve major construction projects, manufacturing products under contract,
providing management and marketing services, or leasing major assets. We
devote Chapter 16 to global sourcing, a specific form of international con-
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tracting. Here, we discuss the following contracting strategies: turnkey con-
tracting, build-operate-transfer arrangements, management contracts, and
leasing.

Turnkey Contracting
Turnkey contracting refers to an arrangement where the focal firm or a consortium
of firms plans, finances, organizes, manages, and implements all phases of a
project abroad and then hands it over to a foreign customer after training local
personnel. Contractors are typically firms in construction, engineering,
design, and architectural services. In a typical turnkey project, a major facility
(such as a nuclear power plant or a subway system) is built, put into operation,
and then handed over to the project sponsor, often a national government. The
arrangement involves construction, installation, and training, and may include
follow-up contractual services, such as testing and operational support.

Among the most popular turnkey projects are extensions and upgrades to
metro systems, such as bridges, roadways, and railways. Turnkey projects are also
used to construct airports, harbors, refineries, and hospitals. One of the world’s
largest publicly funded turnkey projects is in Delhi, India. The estimated $2.3 bil-
lion project was commissioned by Delhi Metro Rail Ltd. to build roads and tun-
nels that run through the city’s central business district. The turnkey consortium
includes local firms and Skanska AB, one of the world’s largest construction firms,
based in Sweden.27

In recent years, firms in the construction, engineering, architecture, and
design industries have become major players in global contract services. These
firms include Hochtief AG of Germany and Skanska AB of Sweden. (See Exhibit
3.7 on page 74 for a list of leading firms). They have undertaken some of the
world’s most important construction projects, such as the Three Gorges Dam in
China and the Chunnel linking England to France. California-based Bechtel par-
ticipated in projects such as the renovation of London’s 140-year-old subway, the
cleanup of the Chernobyl nuclear plant in Russia, and construction of nuclear
power plants in South Korea.28 In Hong Kong, a consortium of firms, including
the French giant Bouygues, signed a $550 million contract to build the main high-
way running from Hong Kong into mainland China.29 Bovis Lend Lease of the
United Kingdom was responsible for building the Petronas Towers in Kuala
Lumpur, Malaysia.
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Advantages Disadvantages

• Gain a well-known, recognizable
brand name

• Acquire training and know-how;
receive ongoing support from the
franchisor

• Operate an independent business
• Increase likelihood of business

success
• Become part of an established 

international network

• Initial investment or royalty pay-
ments may be substantial

• Franchisee are required to pur-
chase supplies, equipment, and
products from the franchisor only

• The franchisor holds much power,
including superior bargaining
power

• Franchisor’s outlets may prolifer-
ate in the region, creating compe-
tition for the franchisee

• Franchisor may impose inappro-
priate technical or managerial sys-
tems on the franchisee

Exhibit 15.6
Advantages and Disadvantages of
Franchising to the Franchisee

Turnkey contracting
Arrangement where the focal firm
or a consortium of firms plans,
finances, organizes, manages,
and implements all phases of a
project abroad and then hands it
over to a foreign customer after
training local personnel.
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Build-Operate-Transfer Arrangements (BOT)
Under a build-operate-transfer (BOT) arrangement, a firm contracts to build a
major facility abroad, such as a dam or water treatment plant, operates the facility
for a specified period, and then transfers its ownership to the project sponsor, typ-
ically the host-country government or public utility. This is a variation of turnkey
contracting. Instead of turning the completed facility over to the project sponsor,
in a BOT deal, the builder operates it for a number of years, sometimes a decade,
before transferring ownership to the sponsor.

In a typical deal, a consortium of private multinational financiers, contractors,
and advisors joins together to finance, design, construct, and operate the facility. Dur-
ing the time that the consortium operates the facility, it can charge user fees, tolls, and
rentals to recover its investment and generate profits. Alternatively, the host-country
government may pay the BOT partner for services provided by the facility, such as
water from a treatment plant, at a price calculated over the life of the contract, to
cover its construction and operating costs and provide a reasonable return.

Governments often grant BOT concessions to get needed infrastructure built
cost-effectively. Typical projects include sewage treatment plants, highways, air-
ports, bridges, tunnels, mass transit systems, and telecommunications networks. In
Vietnam, for example, rapid growth in industry and tourism has greatly increased
demand for electric power. The Vietnamese government commissioned the con-
struction of the 720 megawatt Phu My 3 Power Plant, the country’s first privately
owned major energy facility. It was built as a BOT project by Siemens Power Gener-
ation (Germany) and is owned by a consortium that includes BP (Britain) and
Kyushu Electric Power (Japan).30

Management Contracts
Under a management contract, a contractor supplies managerial know-how to
operate a hotel, resort, hospital, airport, or other facility in exchange for compen-
sation. In contrast to licensing or franchising, management contracts involve 
specialized know-how as well as actual operation of a facility. The contractor 
provides its unique expertise in running a facility without actually owning it.

In a management contract, the client organization receives assistance in man-
aging local operations while the management company generates revenues with-
out having to make a capital outlay. For instance, much of Disney’s income from
its theme parks in France and Japan comes from providing management services
for the parks, which are largely owned by other interests. In another example,
BAA Limited manages the retailing and catering operations of various airports in
Europe and the United States. As an entry strategy, the use of management con-
tracts traces back to the 1950s. Both the Marriott and Four Seasons corporations
run numerous luxury hotels around the world through management contracts,
without owning the hotels that they manage.

Management contracts can help foreign governments with infrastructure pro-
jects when the country lacks local people with the skills to run the projects. Occa-
sionally the offering of a management contract is the critical element in winning a
bid for other types of entry strategies, such as BOT deals and turnkey operations.
A key disadvantage of management contracts is that they involve training foreign
firms that may become future competitors.31

Leasing
International leasing is another contractual strategy, in which a focal firm (the
lessor) rents out machinery or equipment to corporate or government clients
abroad (lessees), often for several years at a time. International leasing plays an
important role in developing economies that may lack the financial resources to
purchase needed equipment. The lessor retains ownership of the property

Management contract
Arrangement in which a
contractor supplies managerial
know-how to operate a hotel,
resort, hospital, airport, or other
facility in exchange for
compensation.

Build-operate-transfer (BOT)
Arrangement in which the firm or
a consortium of firms contracts to
build a major facility abroad,
operate it for a specified period,
and then hand it over to the
project sponsor, typically the
host-country government or
public utility.
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throughout the lease period and receives regu-
lar lease payments from the lessee. From the
perspective of the lessee, leasing helps reduce
the costs of using needed machinery and
equipment. A major advantage for the lessor is
the ability to gain quick access to target mar-
kets, while putting assets to use earning prof-
its. Leasing may be more profitable for the
lessor in international business than in domes-
tic markets because of tax regulations.32

For example, Amsterdam-based ING Lease
International Equipment Management owns
and leases Boeing commercial aircraft to clients
such as Brazil’s Varig airlines. Dubai-based
Oasis Leasing leases aircraft to Air New
Zealand, Airtours, Gulf Air, Go, Virgin Express,
and Macedonian Airlines. One of the leading
leasing firms is ORIX. Based in Japan, ORIX leases everything from computers
and measuring equipment to aircraft and ships. The firm operates over 1,300
offices worldwide and generated sales of nearly $7 billion in 2006.

One industry sector active in international leasing is composed of firms
manufacturing capital goods such as elevators and escalators. Read the Recent
Grad in IB feature on page 468 feature to learn about an international business
career working for a capital goods company. The feature also illustrates that
you can acquire valuable experience in international business by working for a
foreign-owned company in your native country.

The Special Case of Internationalization by Professional
Service Firms

Professional services include accounting, advertising, market research, con-
sulting, engineering, legal counsel, and IT services. Firms in these industries
have rapidly internationalized their activities over the past three decades.
They use both direct investment (company-owned foreign branches) as well as
independent contractors to gain a foothold in the foreign market. Some profes-
sional service firms internationalize by simply following their key clients
abroad. The Internet has greatly aided the international spread of some busi-
ness process services such as software engineering. As a result, their value-
adding is increasingly centralized in cost-effective locations such as India and
Eastern Europe.

Professional service firms encounter three unique challenges when going
international. First, professional qualifications that allow firms to practice law,
dentistry, medicine, or accounting in the home country are rarely recognized by
other countries. For example, if you are certified as a Certified Public Accountant
in the United States and would like to practice accounting in Argentina, you must
earn local certification in that country. Second, professionals who work abroad
for long periods generally must obtain employment visas in the countries where
they are employed. Third, professional services often require intensive interac-
tion with the local public, which necessitates language and cultural skills.33

What market entry strategies do professional service firms employ when going
international? Typically, a mix of direct investment and contractual strategies are
used concurrently. As we noted earlier, explicit contracts can coexist with other
entry modes. For example, an advertising agency such as Publicis Groupe, based in
France, will maintain a network of company-owned branches around the world
while simultaneously entering into contractual relationships with independent

Leasing has become an 
important, contract-based inter-
nationalization strategy. ING
Lease International Equipment
Management of the Netherlands
leases Boeing aircraft to Brazil’s
Varig airlines, such as this jet
landing in Rio de Janeiro.
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local firms. Focal firms in professional services are likely to serve their major mar-
kets with direct investment; that is, they will opt for company-owned representa-
tive offices in these markets. In numerous small markets, however, they will enter
into contractual relationships with independent partner firms in the same line of
business. These independent contractors are sometimes known as agents, affiliates,
or representatives. For example, PriceWaterhouseCooper, a leading international
accounting firm, can contract with indigenous accounting firms in smaller mar-
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Ashley LambRECENT GRAD IN IB> 
working on the project. If her
proposal was accepted, she would
then manage the project through
completion (usually more than a
year). Jennifer managed multiple
projects at a time while still meet-
ing annual and quarterly sales
budgets.

Managers at KONE praised Jen-
nifer’s strong presentations and rela-
tionship-building skills. She began
working on high-rise projects with
some of the top architectural and
construction firms. Through pre-
selling, with KONE’s global support
and resources, Jennifer stimulated
substantial demand. Eventually she
was awarded “Best in Class” for
the highest-volume sales in her
region.

Jennifer experienced the bene-
fits and challenges that come with
working for a local subsidiary of an
international parent company. KONE
has been extremely successful in
Europe and other parts of the world
and has applied a similar approach in
the United States. One of the chal-
lenges that Jennifer faced was strict
U.S. building code regulations. She
also had to monitor fluctuations in
the euro–dollar exchange rate, as this
greatly affects the sales price of
imported equipment.

What’s Ahead?
The elevator business has its ups and
downs, and eventually Jennifer
decided to return to school to pur-
sue an International MBA. She
thought that the experience she had
gained, coupled with an advanced
degree in international manage-
ment, would position her well for an
exciting international career. Jennifer
is excited about what lies ahead.

Success Factors for a
Career in International
Business
Foreign travel and a study abroad
program in college inspired Jennifer
to pursue an international career.
Learning Spanish enhanced her cre-
dentials to secure an international
business job. Jennifer set career goals
and worked hard to achieve them.

Jennifer’s majors: Economics and

international business

Jobs held since graduating:

Sales Engineer, KONE, Inc.

Jennifer Knippen’s interest in
international business was
confirmed when she partici-

pated in a study abroad program in
Valencia, Spain as an undergradu-
ate. She returned from Spain with a
renewed focus for an international
career. She graduated with dual
degrees in economics and interna-
tional business, and immediately
headed back to Spain for five months
of intensive language training in
Spanish. While in Spain, she trav-
eled through various regions to
broaden her education.

When Jennifer returned home,
she attended a career fair, which
led to a sales engineer position with
the United States subsidiary of
KONE, Inc., a leading manufacturer
of elevators and escalators based in
Finland. Her experience at KONE
was incredibly challenging and
uplifting. Jennifer had to learn a
technical product in the demanding
construction industry.

Her job description as sales engi-
neer encompassed various tasks.
She consulted architects in the
design stages of a project—cost
analysis, equipment specifications,
building integration, and code com-
pliance. She then generated a pro-
posal to the general contractor

Jennifer Knippen
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> GLOBAL TREND

Internationalization of Management Consulting Firms

The internationalization of U.S.
management consulting firms
began in the 1950s during the

economic growth period following
World War II. These firms were often
attracted abroad by their clients. For
example, IBM World Trade hired
McKinsey to undertake a major reor-
ganization study, and McKinsey
launched its first international office
in London in 1959. Expanding into
South America and continental
Europe in the 1960s, McKinsey
established offices in the Nether-
lands, Germany, Italy, France, and
Switzerland, as well as Canada and
Australia. In smaller markets, the firm
entered into contractual relation-
ships with local consulting firms.
Management consulting firms from
the United States played a major
role in the development of local
management thinking and business
approaches in foreign markets. For
example, Unilever, an Anglo-Dutch
consumer products company and
one of Europe’s largest firms, hired
McKinsey to review its corporate
structure. McKinsey recommended
Unliver change from geographic divi-
sions to product divisions.34

McKinsey was not the only consult-
ing firm to internationalize. Arthur D.
Little opened its first European office in
Zürich in 1957. Booz Allen Hamilton
broadened its reach to Europe, the
Philippines, and elsewhere during the
1960s and 1970s. The Boston Consult-
ing Group (BCG)—which developed
the growth share matrix to assist its
clients categorize their products into
stars, cash cows, question marks, and
dogs—had also internationalized rela-
tively early, opening its first interna-
tional office in Tokyo. Bain & Co. began
its operations in London and Tokyo.

Management consulting firms
faced various challenges in interna-
tional expansion. Because manage-
ment consulting is a knowledge-inten-
sive business and the critical
resource—experienced consultants—
is scarce, opening multiple offices
around the world proved difficult. In
addition to opening new offices
abroad, these firms pursued two other
internationalization strategies. First,
some consulting firms acquired local
consulting firms as a means of quickly
getting established in the target mar-
ket. A. T. Kearney first entered Britain
by acquiring a local consulting firm,

Norcross and Partners. Second, some
consulting firms chose to contract
with local consultancies, commission-
ing projects for them to fulfill. This
approach—developing a contractual
relationship with indigenous consulting
firms—proved to be a practical strat-
egy to serve smaller markets that did
not warrant a company-owned office.
Through such a contractual relation-
ship, foreign firms transferred their
standard operating procedures and
best practices to local partners to
ensure high-quality project fulfillment.

Today, management consulting
firms are spread around the world
through an international network of
company-owned offices, affiliates, and
contractual partners. For instance, McK-
insey has more than 80 offices in 44
countries. It provides a full range of
consulting services to corporations,
government agencies, and foundations,
including leadership training, opera-
tions analysis, and strategic planning.

SOURCES: Hoovers corporate profile of
McKinsey at http://www.hoovers.com, Jones,
Geoffrey and Alexis Lefort (2006), “McKinsey
and the Globalization of Consultancy,” Case
Study 9-806-035, Boston: Harvard Business
School Press; McKinsey corporate website at
www.mckinsey.com

kets where it chooses not to have its own offices. Those focal firms with limited
international experience are also more likely to rely upon foreign partners.

Read the Global Trend feature to learn how a management consulting firm
internationalizes.

Management of Licensing and Franchising

Licensing and franchising are complex undertakings and they require skillful
research, planning, and execution. The focal firm must conduct advance
research on the host country’s laws on intellectual property rights, repatria-
tion of royalties, and contracting with local partners. Key challenges of the
focal firm include: establishing whose national law takes precedence for inter-
preting and enforcing the contract, deciding whether to grant an exclusive or
nonexclusive arrangement, and determining the geographic scope of territory
to be granted to the foreign partner.

Management of Licensing and Franchising 469
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With contractual entry strategies, success also requires patience and the
ability to remain in the market despite setbacks. As an example, Pizza Hut’s ini-
tial entry in China failed. One early partner was the Chinese government,
which lacked entrepreneurial drive and business expertise. Low-quality food
and poor service initially undermined Pizza Hut’s image in China. To address
the problem, Pizza Hut repurchased all the licenses it had granted to local fran-
chisees. It then revised its entry strategy by developing corporate-owned
restaurants until the franchising market matured. This approach is also useful
when the franchisor is not well known in the market. In this case, the franchisor
invests time and money to develop its reputation and brand name before con-
tracting with local franchisees.

Careful Selection of Qualified Partners 
As with other entry strategies, the most critical success factor in contracting is
often finding the right partner abroad. The focal firm should carefully identify,
screen, and train potential contractors who are unlikely to become competitors in
the future.

Selecting a strong partner is especially important in international franchis-
ing because it speeds up market entry and helps minimize start-up costs. The
most qualified franchisees tend to have entrepreneurial drive, access to capital
and prime real estate, a successful business track record, good relationships with
local and national government agencies, strong links to other firms (including
facilitators), a pool of motivated employees, and a willingness to accept oversight
and to follow company procedures. In emerging markets, a knowledgeable,
locally connected partner can help sort through various operational prob-
lems. In China and Russia, partnering with a state-owned enterprise may be
necessary to gain access to key resources and navigate complex legal and
political environments.

Choosing the right partner for master franchisees is critical. Master franchis-
ing contracts are of long duration (usually 10 to 20 years), resulting in ongoing
problems if the master franchisor performs poorly. To ensure success, franchisors
often partner with established firms abroad. For example, in Japan, KFC’s fran-
chise partner is Mitsubishi and Burger King’s partner is Japan Tobacco.

For franchisors, developing capable partners in local supply chains is also a
prerequisite. Franchisees need a reliable supply chain in order to obtain input
products and supplies. In developing economies and emerging markets, host-
country suppliers may be inadequate for providing a sufficient quantity or qual-
ity of input goods. In Turkey, Little Caesars pizza franchisees found it difficult to
locate dairy companies that could produce the cheese varieties required for
pizza. In other countries, KFC developed its own supply-chain network, ensur-
ing dependable delivery of chicken and other critical inputs. In Russia and Thai-
land, McDonald’s had to develop its own supply lines for potatoes in order to
ensure the quality of its french fries. When McDonald’s first entered India, man-
agement faced resistance from the government. Eventually government author-
ities came to understand that McDonald’s would work with Indian farmers to
improve the country’s agricultural practices and production. Relations
improved as the government recognized that McDonald’s was committed to
being a good corporate citizen.

Managerial Guidelines for Protecting Intellectual
Property
As we noted earlier in the chapter, working with independent partners
through contractual arrangements provides the focal firm with only moderate
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control over foreign partners. Therefore, safeguarding intellectual property
and foreign operations becomes a challenge. Laws that govern contractual
relations are not always clear, conflicts arise due to cultural and language dif-
ferences, and contract enforcement abroad is often costly or unattainable.
Thus, in addition to devising a detailed contract, the focal firm should
emphasize developing a close, trusting relationship with foreign partners.
Management in the focal firm can enhance the relationship by providing the
foreign partner with superior resources and strong support. A satisfied part-
ner is more likely to comply with contractual provisions and produce success-
ful outcomes.

Infringement of intellectual property is the unauthorized use, publication,
or reproduction of products and services that are protected by a patent, copy-
right, trademark, or other intellectual property right. Such a violation amounts
to piracy. Infringement of intellectual assets often results in the production and
distribution of counterfeit, or fake, products or services that imitate the original
produced by the asset’s owner. See Exhibit 6.10 on page 185 for a listing of losses
from piracy in selected countries. For example, annual piracy losses are $177
million in Brazil in records and music, and $1,433 million in Russia in business
software in a recent year.

The total value of counterfeit and pirated goods crossing borders and
traded online worldwide is approximately $600 billion annually, a figure
equivalent to about five percent of the United States GDP.35 Counterfeiters cre-
ate knockoffs of products that include clothing, fashion accessories, watches,
medicines, and appliances. Some counterfeiters use a product name that dif-
fers only slightly from a well-known brand, but is close enough that buyers
associate it with the genuine product. They alter the name or design of a prod-
uct just enough so that prosecution is hampered. While firms such as Rolex
and Tommy Hilfiger are well-known victims, counterfeiting is common in
such industrial products as medical devices and car parts (e.g., brake pads, fan
belts, and batteries). In China, counterfeiters have even produced entire fake
motor vehicles.36

Cisco Systems sued its Chinese joint venture partner, Huawei Technolo-
gies Co., for pirating its networking software and infringing several patents.
The lawsuit also cited Huawei, the largest telecommunications equipment
manufacturer in China, for illegally using technical documentation that Cisco
copyrighted in its own product manuals.37 In China, fake versions of computer
software are widely available for only a few dollars, while the cost of legiti-
mate products can exceed a typical worker's monthly salary. Although
Microsoft’s Windows and Office products dominate the software market, the
firm never gets paid when its software is copied and distributed by unautho-
rized parties. In Russia, up to 90 percent of computer software may be pirated.
As a result, Microsoft has decided to focus on corporate customers only. The
firm battles piracy even among the employees in its Russian subsidiary.38

The Internet has added a new dimension to international counterfeiting. In
Russia, web sites sell popular music downloads for as little as 5 cents each, or
less than one dollar for an entire CD. The illegal sites use low prices to attract
music fans worldwide. The sites are easily accessed by shoppers in countries
where they are outlawed under IPR laws.39

Counterfeiting and piracy are particularly troublesome in emerging markets
and developing economies where intellectual property right laws are weak or
poorly enforced. When piracy occurs, the firm's competitive advantage and
brand equity are eroded.40 Small and medium-sized enterprises are particularly
vulnerable as they typically lack the resources to litigate intellectual property
rights violators.

Infringement of intellectual
property Unauthorized use,
publication, or reproduction of
products or services that are
protected by a patent, copyright,
trademark, or other intellectual
property right.
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In advanced economies, intellectual property is usually protected within
established legal systems and methods of recourse. A firm can initiate legal
action against someone who infringes its intellectual assets and will usually
achieve a satisfactory remedy. In recent years, advanced economies have taken
the lead in signing treaties that support the international protection of IPRs.
Key international treaties include The Paris Convention for the Protection of
Industrial Property, The Berne Convention for the Protection of Literary and
Artistic Works, and The Rome Convention for the Protection of Performers and
Broadcasting Organizations. The World Intellectual Property Organization
(WIPO; www.wipo.int)—an agency of the United Nations—administers these
multilateral agreements.

Recently, the World Trade Organization (WTO) created the Agreement on
Trade Related Aspects of Intellectual Property Rights (TRIPS), a comprehensive
international treaty that lays out remedies, dispute-resolution procedures, and
enforcements to protect intellectual property. The WTO is pressuring member
countries to comply with the accord, and can discipline violators through the dis-
pute settlement mechanism. At the same time, TRIPS provides exceptions that
benefit developing economies, such as the ability to access needed patent medica-
tion for ailments such as AIDS, which is widespread in Africa.

Firms that are working in countries that are not signatories to WIPO, TRIPS,
or other treaties still face challenges. Rights granted by a patent, trademark reg-
istration, or copyright apply only in the country where they are obtained; they
confer no protection abroad. Moreover, on top of rewarding and promoting
innovation, foreign governments often have additional priorities, such as gain-
ing access to new technologies. In each country, intellectual property protection
varies as a function of local laws, administrative practices, and treaty obliga-
tions. IPR enforcement depends on the attitudes of local officials, substantive
requirements of the law, and court procedures. As a result, former licensees and
franchisees can launch illicit businesses using proprietary knowledge that they
are no longer entitled to.

A focal firm should have a proactive and comprehensive set of strategies
to reduce the likelihood of IPR violations and help avoid their adverse effects,
especially in countries with weak property rights. Exhibit 15.7 illustrates such
a set of strategies:41

• Understand local intellectual property laws and enforcement procedures,
especially when exposed assets are very valuable. For each target country,
determine how easily licensed assets can be replicated. Avoid countries
with weak intellectual property laws.

• Register patents, trademarks, trade secrets, and copyrights with the gov-
ernment in each country where the firm does, or intends to do, business.
Also register in countries known to be sources of counterfeit products.

• Ensure that licensing and franchising agreements provide for oversight to
ensure intellectual property is used as intended.

• Include a provision in licensing contracts that requires the licensee to
share any improvements or technological developments on the licensed
asset with the licensor. In this way, the licensee never acquires any advan-
tages that allow it to surpass the licensor.42

• Pursue criminal prosecution or litigation against those who infringe on
protected assets, such as logos and proprietary processes. For example,
Mead Data Central, Inc., owner of the Lexis-Nexis brand of computerized
legal research services, sued Toyota when the Japanese firm began selling
its new luxury automobiles under the name “Lexus.” The suit failed, but
shows how Mead is resolute in protecting its assets.43
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Nice to have
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Government
relationships
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of which products
to develop, sell

Appropriate
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copyrights

Compliance
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Ethical, reputable
partners
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functions to keep
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Prosecution
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frequency, 
vigor, prudence

Intellectual-
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culture

Strategic initiatives

Operational initiatives
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• Monitor franchisee, distribution, and marketing channels for any asset
infringements. Monitor the activities of local business partners for poten-
tial leaks of vital information and assets.44

• Include in franchise contracts a requirement that the franchisee, suppli-
ers, and distributors report infringements of products or processes, if
discovered.

• Guard trade secrets closely. Use password-based security systems, sur-
veillance, and firewalls to limit access to intellectual property. Intel and
Microsoft release only limited information about key technologies to part-
ner firms, especially in locations such as China, where intellectual prop-
erty violations are rife.

• Train employees to use registered assets correctly and to preserve desired
protection levels. In emerging markets, some firms emphasize hiring
managers with international work and educational experience, as this
tends to foster a healthy respect for intellectual property.

• Include noncompete clauses in employee contracts for all positions to pre-
vent employees from serving competitors for up to three years after leav-
ing the firm.45

• Use contemporary technology to minimize counterfeiting. For example,
many firms include biotech tags, electronic signatures, or holograms with
their products, to differentiate them from fakes.

• Continuously update technologies and products. The firm that regularly
renews its technology can stay ahead of counterfeiters by offering prod-
ucts that counterfeiters cannot imitate fast enough. Differentiate products
by emphasizing a strong brand name. When available, customers usually
prefer established brands that feature the latest technology.

Exhibit 15.7 The Pyramid of Intellectual Property Protection

SOURCE: Meagan Dietz, Sarena Shao-Tin Lin, and Lei Yang. (2005). “Protecting Intellectual Property in China,” The McKinsey Quarterly, number 3.
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In the long run, the best way to cope with the consequences of infringement
is to sustain competitiveness through innovation and constant technological
advances. Then, even when licensing violations occur the firm is protected, as
the stolen intellectual property rapidly becomes obsolete. Firms also lobby
national governments and international organizations for stronger intellectual
property laws and more vigilant enforcement, with limited success. Ultimately,
when contractual strategies prove undesirable or ineffective, focal firms may
step up to the higher-control entry strategy of acquiring ownership, which
accompanies FDI.
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Subway and the Challenges of Franchising in China
Subway, the fast-food marketer of submarine sand-
wiches and salads, has roughly 28,300 shops in 86 coun-
tries and generates over $10 billion in annual revenues.
The franchising chain opened its first international
restaurant in Bahrain in 1984. Since then, Subway has
expanded worldwide, and generates about one fifth of
its annual revenues abroad. The firm expects foreign
markets to contribute to much of its future growth.

In China, Subway is the third-largest U.S. fast
food chain, after McDonald’s and KFC. Fish and tuna
salad sandwiches are the top sellers. Despite China’s
huge potential, however, by 2005 Subway had
opened only 19 stores there. The franchise had its
share of initial setbacks. Subway’s master franchisor
in Beijing, Jim Bryant, lost money to a scheming part-
ner and had to teach the franchising concept to a
country that had never heard of it. Until recently,
there was no word in Chinese for “franchise.”

According to his agreement with Subway’s corpo-
rate office, Bryant is authorized to recruit local entrepre-
neurs, train them to become franchisees, and act as a
liaison between them and Subway headquarters. For this
work, he receives half of their $10,000 initial fee and one
third of their 8 percent royalty fees. This kind of arrange-
ment made a billionaire out of McDonald’s master fran-
chisor in Japan. Nevertheless, multinational franchisors
face significant challenges, particularly in dealing with
China’s ambiguous legal environment, finding appropri-
ate partners, and identifying the most suitable market-
ing, financing, and logistics strategies. Famous brands
like A&W, Dunkin’ Donuts, and Rainforest Cafe all stum-
bled in their initial forays into China.

Cultural problems are an ongoing challenge. After
Bryant opened his first Subway shop, customers stood
outside and watched for a few days. When they finally
tried to buy a sandwich, they were so confused that Bryant
had to print signs explaining how to order. They didn’t
believe the tuna salad was made from fish because they
could not see the head or tail. They did not like the idea of
touching their food, so they would gradually peel off the
paper wrapping and eat the sandwich like a banana. To
make matters worse, few customers liked sandwiches.

But Subway—or Sai Bei Wei (Mandarin for “tastes
better than others”)—is forging ahead. Bryant man-
aged to recruit a few highly committed franchisees
that he monitors closely to maintain quality. One fran-
chisee lost about $6,000 in her first 8 months but is
now profitable and recently bought a second outlet. In
addition to the stores in Beijing, numerous more are
under construction.

Why China for Franchising?
On the surface, franchising in China is very attractive
because of its huge market, long-term growth potential,
and the dramatic rise in disposable income among its
rapidly expanding urban population. The market for fast
food is estimated at $15 billion per year. China’s urban
population, the target market for casual dining, has
expanded at a 5 percent compound annual growth rate
over the past several years, a trend expected to con-
tinue. Increasingly hectic lifestyles also have led to an
increase in meals the Chinese eat outside the home. Fur-
thermore, surveys reveal that Chinese consumers are
interested in sampling non-Chinese foods.

Market researchers have identified several major
benefits to franchising in China:

• A win-win proposition. Restaurants were one of the
first industries the government opened to private
ownership in the early 1980s. Franchising in China
combines the Western know-how of franchisors with
the local market knowledge of franchisees. Many
Chinese have strong entrepreneurial instincts and
are eager to launch their own businesses.

• Minimal entry costs. Because much of the cost of
launching a restaurant is borne by local entrepre-
neurs, franchising minimizes the costs to franchisors
of entering the market.

• Rapid expansion. By leveraging the resources of
numerous local entrepreneurs, the franchisor can
get set up quickly. Franchising is superior to other
entry strategies for rapidly establishing many outlets
throughout any new market.

• Brand consistency. Because franchisors are required
to strictly adhere to company operating procedures
and policies, brand consistency is easier to maintain.

• Circumvention of legal constraints. Franchising allows
the focal firm to avoid trade barriers associated with
exporting and FDI, common barriers in China.

Challenges of Franchising in China
China’s market also poses many challenges for franchisors:

• Knowledge Gap. Despite the likely pool of potential
franchisees, realistically, few Chinese have significant
knowledge about how to start and operate a business.
There is still much confusion about franchising among
lawmakers, entrepreneurs, and consumers. Focal firms
must educate government officials, potential fran-
chisees, and creditors on the basics of franchising, a
process that consumes energy, time, and money.

CAVUMC15_450-481hr  10/15/07  11:31 AM  Page 475



476 Chapter 15 Licensing, Franchising, and Other Contractual Strategies

• Ambiguous Legal Environment. Franchisors need
to closely examine China’s legal system regarding
contracts and intellectual property rights. The Chi-
nese government introduced regulations permit-
ting franchising in 1997. The legal system is evolv-
ing and is full of loopholes and ambiguities. Some
critical elements are not covered. The situation has
led to diverse interpretations of the legality of
franchising in China. Franchisors must be vigilant
about protecting trademarks. A local imitator can
quickly dilute or damage a trademark a focal firm
has built up through much expense and effort.
Branding is important to franchising success, but
consumers become confused if several similar
brands are present. For instance, Starbucks fought
a Shanghai coffee shop, which had copied its logo
and name. The fast-food hamburger chain “Merry
Holiday” uses a yellow color scheme and empha-
sizes the letter “M” in its signage, similar to
McDonald’s. There have been reports about fake
Burger King restaurants operating in China. Large
franchisors such as KFC and Pizza Hut are strug-
gling to root out counterfeiters.

• Escalating Start-Up Costs. Ordinarily, entry through
franchising is cost-effective. However, various chal-
lenges, combined with linguistic and cultural barriers,
can increase the up-front investment and resource
demands of new entrants in China and delay prof-
itability. Given the shortage of restaurant equipment
in China, the franchisor may have to invest in store
equipment and lease it to the franchisee, at least
until the franchisee can afford to buy it. Franchisors
must be patient. For instance, McDonald’s has been
in China since the early 1990s and has devoted sub-
stantial resources to building its brand. But few firms
have the resources of McDonald’s.

Perhaps the biggest challenge of launching fran-
chises in China is finding the right partners. It is para-
doxical that entrepreneurs with the capital to start a
restaurant often lack the business experience or entre-
preneurial drive, while entrepreneurs with sufficient
drive and expertise often lack the start-up capital. Sub-
way’s franchise fee of $10,000 is equivalent to more
than two year’s salary of the average Chinese. China
lacks an adequate system of banks and other capital
sources for small business. Entrepreneurs often borrow
funds from family members and friends to launch busi-
ness ventures. Fortunately, Chinese banks are increas-
ingly open to franchising. For example, the Bank of
China established a comprehensive credit line of $12
million for Kodak franchisees.

Availability and financing of suitable real estate are
major considerations as well, particularly for initial show-

case stores where location is critical. According to real
estate laws enacted in 1990, local and foreign investors
are allowed to develop, use, and administer real estate.
But in many cases, the Chinese government owns real
estate that is not available for individuals to purchase.
Private property laws are underdeveloped and fran-
chisees occasionally risk eviction. Fortunately, a growing
number of malls and shopping centers are good loca-
tions for franchised restaurants.

The Chinese authorities maintain restrictions on the
repatriation of profits to the home country. Strict rules
discourage repatriation of the initial investment, making
this capital rather illiquid. To avoid this problem, firms
make initial capital investments in stages to minimize the
risk of not being able to withdraw overinvested funds.
Fortunately, China is gradually relaxing its restrictions on
repatriated profits. To alleviate the burden of these
restrictions, franchisors have been reinvesting their prof-
its back into China to continue to fund the growth of
their operations. Reinvesting profits also provides a nat-
ural hedge against exchange rate fluctuations.

Learning from the Success of Others
Experience has shown that new entrants to China
often benefit from establishing a presence in Hong
Kong and then moving inland toward the southern
provinces. Before it was absorbed by mainland China,
Hong Kong was one of the world’s leading capitalist
economies. It is an excellent probusiness location to
gain experience for doing business in China. In other
cases, franchisors have launched stores in smaller Chi-
nese cities, gaining experience there before expand-
ing into more costly competitive urban environments
such as Beijing and Shanghai.

Adapting offerings to local tastes appears to be a
prerequisite. Suppliers and business infrastructure in the
country are often lacking. Franchisors spend much
money to develop supplier and distribution networks.
They may also need to build logistical infrastructure to
move inputs from suppliers to individual stores. McDon-
ald’s has replicated its supply chain, bringing its key
suppliers, such as potato supplier Simplot, to China.
There is no one best approach in China. For instance,
TGI Friday’s imports roughly three-quarters of its food
supplies, which helps maintain quality. But heavy
importing is expensive and exposes profitability to
exchange rate fluctuations.

AACSB: Reflective Thinking, Multicultural
and Diversity
Case Questions
1. Subway brings to China various intellectual prop-

erty in the form of trademarks, patents, and an
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entire business system. What are the specific
threats to Subway’s intellectual property in China?
What can Subway do to protect its intellectual
property in China?

2. What do you think about Subway’s method and
level of compensating its master franchisee and reg-
ular franchisees in China? Is the method satisfac-
tory? Is there room for improvement?

3. What are the advantages and disadvantages of fran-
chising in China from Jim Bryant’s perspective?
What can Bryant do to overcome the disadvan-

tages? From Subway’s perspective, is franchising
the best entry strategy for China?

4. Subway faces various cultural challenges in China.
What are these challenges and what can Subway
and its master franchisee do to overcome them?<

Source: Adler, Carlye. (2005). “How China Eats a Sandwich,” Fortune, March 21, pp.
F210[B]–[D]; Alon, Ilan. (2001). “Interview: International Franchising in China with
Kodak,” Thunderbird International Business Review, 43(6), pp. 737–46; Bugg, James.
(1994). “China: Franchising’s New Frontier,” Franchising World, 26(6) pp. 8–10; Burke,
Bob, and Carol Wingard. (1997), “The Big Chill.” China Business Review, 24(4), pp.
12–18; Clifford, Mark. (1998). “Companies: And They’re Off,” Far Eastern Economic
Review, 156(48), pp. 76–79; Dayal-Gulati, A., and Angela Lee. (2004). Kellogg on
China: Strategies for Success. Evanston, IL: Northwestern University Press; Subway
corporate Web site at www.subway.com.
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In this chapter, you learned about:

1. The nature of contractual entry strategies in
international business
Contractual entry strategies in international busi-
ness refer to granting permission to use intellectual
property to a foreign partner in exchange for a con-
tinuous stream of payments. Intellectual property
rights refer to the legal claim through which the pro-
prietary assets of firms and individuals are protected
from unauthorized use by other parties. Firms run
the risk of disclosing their intellectual property to
outside parties. Licensing is an arrangement in
which the owner of intellectual property grants a
firm the right to use that property for a specified
period of time in exchange for royalties or other com-
pensation. Franchising is an arrangement in which
the firm allows another the right to use an entire
business system in exchange for fees, royalties, or
other forms of compensation. A royalty is a fee paid
to the licensor at regular intervals to compensate for
the temporary use of intellectual property. Under a

know-how agreement, the focal firm provides tech-
nological or managerial knowledge about how to
design, manufacture, or deliver a product or service.

2. Licensing
The agreement between the licensor and the
licensee is for a specific time period, in a specific
country or region. The licensor may enter an
exclusive agreement with the licensee to minimize
competition with other licensees in the same terri-
tory. Once the relationship is established and the
licensee fully understands its role, the licensor has
little additional input. Licensing is widely used in
the fashion and toy industries.

3. Advantages and disadvantages of licensing
The main advantage of licensing to the licensor is
that it does not require substantial capital investment
or physical presence in the foreign market. Licensing
allows the firm to gain market presence without
making an equity investment. The licensor can avoid
political risk, government regulations, and other

Summary
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risks associated with FDI. Licensing enables firms to
enter markets that have high trade barriers or to test
market viability. But licensing generates lower profits
and limits the firm’s ability to control its intellectual
property. There is a risk that the licensee will become
a competitor once the licensing agreement expires.

4. Franchising
Franchisors employ widely identifiable trademarks
and attempt to guarantee the customer a consistent
retail experience and product quality. A master fran-
chise is an arrangement whereby a franchisee obtains
the rights to, and is responsible for, developing fran-
chised outlets to serve a country or a region. Fran-
chising is common in international retailing, but is
difficult to replicate across diverse markets.

5. Advantages and disadvantages of franchising
Franchising allows franchisees to gain access to well-
known, well-established brand names and business
systems, allowing them to launch successful busi-
nesses with minimal risk. The franchisor can rapidly
internationalize by leveraging the drive and knowl-
edge of local franchisees. But as with licensing, fran-
chisors risk dissipating their intellectual property to
unauthorized parties.

6. Other contractual entry strategies
Under build–operate–transfer (BOT) arrange-
ments, the firm contracts to build a major facility,
such as a power plant, which it operates for a

period of years and then transfers to the host-
country government or other public entity.
Turnkey contracting involves one or several firms
planning, financing, organizing, and managing all
phases of a project which, once completed, they
then hand over to a host-country customer. Mana-
gement contracts occur when a company contracts
with another to supply management know-how in
the operation of a factory or service facility, such
as a hotel. With leasing, the firm rents machinery
or equipment, usually for a long period, to clients
located abroad.

7. Management of licensing and franchising
Infringement of intellectual property rights takes
place through counterfeiting and piracy, which
cost companies billions of dollars per year. Man-
agers must proactively safeguard their proprietary
assets by registering patents, trademarks, and
other assets in each country and minimize operat-
ing in major counterfeiting countries and countries
with weak intellectual property laws. Firms must
also train employees and licensees in the proper
legal use of intellectual property and vigilantly
track down and prosecute intellectual property
violators. Licensors and franchisors should care-
fully investigate individuals or firms seeking a
contractual relationship. The best franchisee candi-
dates are trustworthy and willing to follow com-
pany procedures. They also have a successful busi-
ness record and vigorous entrepreneurial spirit.

Test Your Comprehension AACSB: Reflective Thinking

1. Distinguish between the major types of intellectual
property: trademarks, copyrights, patents, industrial
designs, and trade secrets.

2. What are the major characteristics of licensing? What
are the major characteristics of franchising?

3. What are the advantages and disadvantages of
licensing?

4. What are the advantages and disadvantages of fran-
chising from the perspective of franchisors and fran-
chisees?

5. What industry sectors are more likely to rely on fran-
chising to tap foreign markets?

6. Define and distinguish the following contractual
entry strategies: build-operate-transfer, turnkey pro-
jects, management contracts, and leasing.

7. What are best practices in managing international
contractual relationships?

8. Suppose you work for a firm that holds valuable
intellectual property and is contemplating various
international business projects. What strategies
would you recommend to management for protect-
ing the firm’s intellectual property?
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Apply Your Understanding AACSB: Communication, Reflective Thinking

1. The licensing of intellectual property is now a global
business. As revealed in the opening vignette,
Warner Bros. is doing a thriving business by licensing
images of Harry Potter characters on its manufac-
tured products, such as software, games, and cloth-
ing. However, safeguarding intellectual property is a
big challenge in many countries. Illicit operators
worldwide produce their own books, shirts, games,
and other products that feature the Potter images—
without entering a licensing agreement with Warner.
What steps can Warner take to address this problem?
That is, what types of strategies can Warner use to
protect Harry Potter from intellectual property
infringement around the world?

2. In addition to licensing and franchising, there are
various other contractual entry strategies. Sup-
pose upon graduation you get a job with Hitachi
America, Ltd. (www.hitachi.us)—the U.S. sub-
sidiary of the giant Japanese firm. Hitachi is
involved in various contractual entry strategies in
its international operations. These include build-
operate-transfer and turnkey projects in the infra-
structure development sector, management con-
tracts to run nuclear power plants, and leasing of

heavy earthmoving equipment to foreign govern-
ments. Suppose that Hitachi America wants to
extend its reach into Latin America. Prepare a
report for your senior managers in which you
explain the various ways for Hitachi to implement
these entry strategies.

3. Suppose you own a “flying doctor” business in Aus-
tralia in which you employ physicians to travel by
air to ranches and rural communities in Australia’s
Outback to care for the sick and wounded. Your
business has thrived and you’ve been able to add
numerous employees. You’ve decided that, given
your success, you can extend your service to rural
areas in the Asia-Pacific region beyond Australia.
There are numerous nations in Southeast Asia and
the South Pacific characterized by populations con-
centrated in remote areas, many of which are under-
served by medical care. There are various ways to
internationalize professional services, including
licensing, franchising, and FDI. For the professional
services sector, differentiate between these three
entry strategies: (a) what are the advantages and
disadvantages of each? (b) What are the main differ-
ences between franchising and FDI?
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Refer to Chapter 1, page 27, for instructions on
how to access and use globalEDGE™.

1. You have just started working in the office of
the International Intellectual Property Alliance
(IIPA; www.iipa.com). You learn that worldwide
piracy of products is rampant. Your boss
assigns you the task of drafting a brief policy
memo in which you address the following
questions:

• What is the worldwide scope of piracy?
What industries are most affected by piracy,
and what is the financial loss from piracy in
each of these industries?

• What are the top five countries that are the
greatest sources of piracy?

• What strategies do you recommend for
combating piracy?

In addition to globalEDGE™ and the IIPA portal,
other useful sites for this exercise are the Office of
the United States Trade Representative
(www.ustr.gov), United Nations (www.un.org), and
the Business Software Alliance (www.bsa.org).

2. Suppose you are an international entrepreneur
and want to open your own franchise some-
where in Europe. You decide to conduct
research to identify the most appropriate fran-
chise and to learn how to become a franchisee.
Entrepreneur.com publishes an annual list of
the top 200 franchisors seeking international
franchisees. Visit www.entrepreneur.com for
the list or search for “franchising” at glob-
alEDGE™. Choose the franchise that interests
you most (for example, Subway, ServiceMaster,
Century 21), and visit its corporate Web site.
Based on information from the Web site, as
well as globalEDGE™ and Hoovers.com,
address the following questions:

• How many franchised operations does this
firm have outside its home country?

• What are the major countries in which the
firm has franchises? Are there any patterns
in terms of the countries where this firm is
established?

• According to the application information pro-
vided at the corporate site, what qualifications
is the firm seeking in new franchisees?

• What types of training and support does the
firm provide for its franchisees?

3. The International Licensing Industry Merchan-
disers’ Association (LIMA; www.licensing.org)
is an organization with offices worldwide. It
fosters the growth and expansion of licensing
by helping members network, educating
members about licensing, and establishing
standards of ethical and professional conduct
in intellectual property licensing. Suppose you
work for a small animation company that has
developed several popular cartoon characters
that have licensing potential, in the same way
that Disney licenses its cartoon characters.
Management would like to learn more about
becoming a licensor of its cartoon characters.
To begin licensing the characters to interested
garment makers, school supply manufacturers,
and similar firms, visit the LIMA Web site and
write a memo that addresses the following:

• Who are the major members of LIMA?
• What are the major trade shows that your

firm can attend to exhibit its licensable
products and learn more about licensing?

• What types of seminars and training are
available to learn more about becoming a
licensor?

• Based on the information provided at the
site, what can you learn about anticounter-
feiting activities and challenges in licensing?

Internet Exercises
(http://globalEDGE.msu.edu)

AACSB: Reflective Thinking
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Management Skill Builder©
CKR Cavusgil Knight Riesenberger

Choosing the Best Entry Strategy
As firms pursue internationalization, managers must select the most suitable entry strategy from

among exporting, FDI, licensing, franchising, and the other strategies described in this and previous chap-
ters. Managers should carefully consider all the costs and benefits—especially the possible expenses and revenues—
involved with each potential entry strategy. The ultimate objective of internationalization is usually to maximize prof-
its and market share. Failure to choose the best entry strategy can lead to suboptimal performance.

Managerial Challenge
This C/K/R Management Skill Builder© examines
the case of Gliders, a firm that makes tennis shoes
with an embedded wheel that allows the wearer to
skate. Gliders is facing growing competition from
low-cost producers in countries such as China. In
order to confront this threat and increase sales, Glid-
ers management wants to begin selling the tennis
shoes abroad and has targeted Germany as its initial
market. Because Gliders is a small firm with limited
human and financial resources, management must
choose the best strategy to enter Germany in order to
maximize company performance.

Background
Gliders’s target market is primarily children. Kids love to
wear Gliders to dance, play street hockey, and just glide
around town. Preteens love them as alternative trans-
portation. The firm has an established brand name and is
constantly retooling and churning out upgraded wheel
varieties, fashions, and comfort features. It also offers var-
ious accessories, such as helmets and kneepads, that fea-
ture the Gliders logo. The firm owns other intellectual
property, such as designs, trademarks, and patents.
Branding is extremely important, and management
wants to maintain the shoes’ image as quality and cool.

Managerial Skills You Will Gain
In this C/K/R Management Skill Builder©, as a prospec-
tive manager, you will:

1. Understand the various types of foreign market
entry strategies, including the costs and benefits
associated with each.

2. Learn how to improve a company’s prospects for
increasing sales and profits in foreign markets.

3. Appreciate an important component of international
business planning and strategy.

Your Task
Assume you are a recently hired, first-line manager at
Gliders. Top management wants to begin selling Gliders
in Germany and has given you the task of conducting
an analysis to determine the most appropriate entry
strategy, choosing among exporting, licensing, FDI, and
joint venture.

Go to the C/K/R Knowledge Portal©
www.prenhall.com/cavusgil
Proceed to the C/K/R Knowledge Portal© to obtain the
expanded background information, your task and
methodology, suggested resources for this exercise, and
the presentation template.

481

AACSB: Reflective Thinking, Analytical Skills
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